We use a simple accounting based framework to link two primary measures of 'value' to expected returns for countries: earnings-to-price (E/P) and book-to-price (B/P). When 'E' is more persistent, E/P is close to a sufficient statistic for expected returns. When 'E' is less persistent, B/P is needed. High B/P countries are, on average, facing temporarily depressed 'E' and their recovery in near term earnings growth is uncertain. Countries with high B/P also exhibit greater downside sensitivity to contemporaneous global earnings growth, consistent with B/P reflecting risky future earnings growth.
Introduction
This paper uses an accounting-based approach to identify characteristics that can help explain equity returns at the country level for a sample of 30 countries over the past two decades.
Considerable past research has documented firm level evidence of a robust positive relation between 'value' measures, typically measured as an accounting attribute such as book value of equity or earnings relative to price, and future returns. Some prominent examples include Fama and French (1992, 1993, 1996, 1998, 2012) , Chui, Titman and Wei (2010) and Hou, Karolyi and Kho (2011) . Our aim is not to merely document similar relations at the aggregate level, but rather to understand whether the associations between 'value' measures and future returns can be attributed to risk. In particular, we examine the risk embedded in 'value' measures attributable to co-movement with expectations of earnings growth. We focus on country level returns as there is a lack of empirical research in this area, but for completeness we also examine stock level returns. To our knowledge, the results we document of systematic risk driving the positive association between B/P and future earnings growth have not been documented previously.
Given the articulation between income statements and balance sheets (i.e., clean surplus), a combination of earnings and book value of equity is a natural starting point for measuring the 'fair' value of the firm. We use a simple accounting-based framework that links price denominated earnings and book equity to expected returns (see also Penman, Reggiani, Richardson and Tuna, 2013) . A key implication of this framework is that combining specific attributes of the financial reporting system will create a superior measure of the 'fair' value of the firm, and will also enable the tracking of changes in the value of the firm. Assuming efficient prices, the framework suggests that expected returns are directly related to risk embedded in the earnings yield and price denominated expected subsequent earnings growth. In the absence of risky expected subsequent earnings growth, the earnings yield (i.e., E/P) should be sufficient to capture expected returns. However, in the presence of risky expected subsequent earnings growth, E/P is no longer a sufficient measure of expected returns. B/P, in combination with E/P, will capture expected returns in scenarios where there is expected risky subsequent earnings growth. The relative importance of E/P and B/P will vary across countries based on differences in risky expected earnings growth. Our empirical tests support this.
Using a panel of 6,600 country-month return observations over the period March 1993 through to June 2011 covering 30 countries, we find strong evidence of E/P and B/P jointly explaining cross-sectional variation in country level returns. Strikingly, dividend yield (D/P) is not associated with country level returns after controlling for E/P and B/P. D/P has been the main focus of prior work in financial economics, and while it has stand-alone explanatory power, it is largely irrelevant after including E/P and B/P. This loss of predictive power of D/P is easily explained. Dividends are not a measure of value creation as they reduce retained earnings and book equity available to generate future earnings growth. Conversely, earnings and book equity are directly related to future value creation and subsume the information in dividends (since dividends are linked to earnings through payout policy). This makes 'E' and 'B' more natural candidate characteristics to capture the fair value of the firm, and hence when expressed relative to market price, they should explain more of the variation in returns.
Sorting countries on the basis of B/P systematically sorts on the basis of earnings levels and patterns in earnings growth. Around the time of sorting, high B/P countries experience declines in the level of earnings and in profitability. High B/P countries then recover and, on average, experience a strong increase in earnings growth. However, that recovery in earnings growth is risky: there is greater earnings growth variability and a greater sensitivity of the earnings growth of high B/P countries to global earnings growth (and global market returns) in downside states of the world. We also find that controlling for ex post realizations of country level earnings growth subsumes the ability of B/P to explain country level returns, as would be expected if B/P is capturing expectations of systematic risk attributable to subsequent earnings growth (see e.g., Fama, 1990) .
A key innovation in our paper is recognizing a limitation in comparative statics from the traditional dividend discount model (DDM). Assuming a constant dividend payout ratio, a simple form of DDM is P = E/(r-g), which can be re-expressed as r = E/P + g. While it is possible to make assertions about how changes in 'g' will affect E/P holding 'r' fixed, such assertions fail to understand that 'r' and 'g' are possibly correlated. A given E/P can map to any number of combinations of 'r' and 'g'. There is considerable risk in expected earnings growth.
This is an important departure from most empirical research that exploits basic present value identities (e.g., Fama and French, 2008) . If 'r' and 'g' are positively correlated, then comparative statics that hold fixed certain components are not a valid basis for assessing whether, and how, earnings and earnings growth relate to expected returns. This positive relation of 'r' and 'g' is especially important when 'E' is known to be transitory and subject to conservative accounting practices. Our analysis documents that 'value' measures such as B/P are effective in identifying groups of firms that are experiencing temporarily depressed 'E' and are facing an uncertain recovery. High B/P countries do recover and the recovery in earnings growth is indeed risky, supporting our conjectured positive conditional relation between 'r' and 'g'. Fama and French (2002) suggest that estimates of expected returns that are based on fundamental data are likely to be more precise than the average historical stock returns.
However, it is not simply an ad hoc combination of price denominated fundamental data (e.g., sales, gross profits, operating profits, net income, dividends, operating cash flows, and book values). The financial reporting system is conservative in deferring the recognition of value attributable to risky investment activities. For example, advertising expenditures, research and development costs and other intangible investment activities are expensed at the time the investments are undertaken. However, earnings are deferred to future periods when sales of goods and services resulting from those risky investment activities are generated. A consequence of conservative accounting practices is to create a 'transitory' distortion in reported earnings distinct from truly transitory economic shocks. Hence, when 'E' is distorted by transitory components, E/P will no longer be a sufficient statistic for expected returns, and B/P becomes more important to help overcome these distortionary effects. Only by combining earnings and book values are we able to recover information about risky investment activity and hence about expected returns.
Our findings are related to recent research examining predictability of excess stock returns at the country level. For example, Asness, Moskowitz and Pedersen (2013) find strong evidence of a positive relation between value measures (using the B/P ratio for the MSCI index of the country) and future returns across a variety of asset classes, which they attribute to global risks. Likewise, Campbell and Thompson (2008) find evidence that various measures of E/P and B/P generate out-of-sample improvements in country return predictability after imposing economically motivated constraints on regression coefficients. Our paper suggests a fundamental basis for these 'value' measures to capture risk: earnings growth is the outcome at risk for the common equity holder, and B/P captures expectations of risky subsequent earnings growth.
The rest of the paper proceeds as follows. Section 2 describes the framework used in the paper to link growth characteristics to returns, Section 3 describes the empirical research design as well as the data, Section 4 presents the main empirical findings, and Section 5 concludes.
Linking earnings growth characteristics to expected returns
Financial statements are a useful starting point for understanding the drivers of changing security prices. It is well known that ex post realizations of accounting based fundamentals explain a significant portion of variation in realized stock returns. For example, Easton, Harris and Ohlson (1992) show that cum-dividend earnings realizations over a ten year period can explain over 60 percent of the variation in contemporaneous stock returns for a large sample of US firms. Richardson, Sloan and You (2012) use changes in sell-side analyst expectations of future earnings measured over the same return period, to explain 37 percent of return variation over a 1 year horizon and 57 percent of return variation over a 5 year horizon. Similarly, Asness, Israelov and Liew (2011) using a variance decomposition of country level returns show strong evidence of country fundamentals as the dominant factor for return intervals greater than 5 years.
From a theoretical perspective, Ohlson (1995, equations P5 and P6) notes that as the return interval lengthens the observed change in stock prices approximates cum-dividend changes in book value of equity.
Expected returns will also reflect expectations of future earnings and subsequent earnings growth. However, it is only the systematic portion of future earnings and subsequent earnings growth that should be priced. This is captured directly via price denominated accounting attributes. The starting point for our accounting framework is the clean surplus relationship embedded in financial statements, which states that changes in the book value of equity, B from year to year, are a result of the addition of comprehensive income, Earnings and the payment of dividends (net of equity issuance), d, such that: +1 = + +1 − +1 . This can be rearranged to express net dividends as +1 = +1 − ( +1 − ). Substituting for dividends in the dollar stock return expression, equation (1) shows that expected dollar returns are explained by expected earnings in year t+1 and the expected change in the premium of price over book value of equity:
Dividing through by and rearranging gives an expression for the expected rate of return:
The deflation by price in equation (2) serves to capture the expectations of earnings and expectations about the change in premium of price over book incorporated in the current price. If there is no change in the premium (i.e., no expectations of subsequent earnings growth), equation
(2) says that the expected rate of return is equal to the expected earnings yield (the first term on the right hand side). However, in the presence of expected earnings growth, the forecasted change in premium of price over book value is needed to describe expected returns. Of course, due to the deflation by price, both E/P and B/P will capture time variation in expected returns as well as differences in country level discount rates.
While equation (2) is a tautology, it is a powerful way to understand how, and why, multiple measures from the accounting system are needed to describe expected returns. Earnings are known to be confounded by transitory items and are heavily influenced by the conservatism embedded in the financial reporting system (e.g., expensing of research and development costs, asymmetric asset impairment tests, and expensing of advertising costs). A direct consequence of this conservatism is that current earnings based value measures alone are unlikely to be sufficient to capture future earnings growth and the fair value of the firm. The conservative choices embedded in the financial reporting system partly reflect risk. Investments associated with riskier activities tend to be expensed as they are incurred and future benefits (i.e., potential sales) associated with these risky investments are deferred into future periods. This creates future earnings growth in the financial reporting system, and a sole focus on expected (near-term)
earnings, E/P, is typically insufficient to capture the full extent of this deferral. You can only uncover expected returns by measuring the expected earnings yield (which captures expected earnings realizations over the next period) and the expected change in premium of price over book (which reflects expectations about risky subsequent earnings growth). The latter component is, in part, captured by B/P. Indeed, at the firm level it has been shown that the information content of B/P for subsequent earnings growth is greatest in the cases where 'E' is expected to suffer more from the limitations of conservative accounting choices (see Penman, Richardson, Reggiani and Tuna, 2013) .
The firm level accounting framework in equation (2) Schwert, 1990) . While our focus is on country level returns due to the paucity of empirical research in this area, we also examine stock level returns in section 4.3.6.
Research design and data description
The discussion in the previous section guides the choice of variables that are included in cross-sectional regressions of future returns on country level characteristics. Our dependent variable is monthly country excess (relative to local risk free rate) returns accumulated over a 12 month horizon. From equation (2) the main determinants of expected returns are expectations of future (near-term) earnings and a term related to expectations of subsequent earnings growth (the change in the premium of price over book).
The future premium of price over book is an unknown, as we cannot observe the future price or the future book value. Thus, our base case cross-sectional regression model is specified as follows (country subscripts suppressed):
The model in equation (3) Our sample includes emerging and developed markets. We include as many countries as possible to increase the power of our tests. A potential concern with the inclusion of emerging markets is that their return variability will dominate cross-sectional regressions. For our sample there is greater variability in returns for emerging markets compared with developed markets.
The average one month excess return for developed countries is 0.61 percent with a standard deviation of 5.85 percent (we have 21 developed countries in our sample). The average one month excess return for emerging countries is 0.60 percent with a standard deviation of 8.69
percent (we have 9 emerging countries in our sample). In later analysis we separately estimate panel regressions for developed and emerging markets. An added benefit of analyzing developed and emerging countries separately is that we expect differences in expectations of subsequent earnings growth across these two groups, and as such B/P should matter more than E/P for emerging countries relative to developed countries.
Returns data for US firms are collected from CRSP, and for non-US firms returns are computed using price data collected from Compustat Global. Where delisting returns are available, these are included in order to mitigate potential survivorship bias. The analysis uses value-weighted monthly country excess returns. Excess returns are local currency returns less the relevant short term risk free rate, or equivalent short term cash rate, for each country. Only those firms are used for which returns as well as corresponding fundamental and I/B/E/S data are available, so that dependent and independent variables pertain to the same underlying firms in each country every month.
Fundamental data are collected from Compustat North America for US and Canadian firms, and from Factset Fundamentals and Compustat Global for international firms. The explanatory variables are at the country level so for each month fundamental data is aggregated up for all the firms in each country. For book values of equity, the latest available fiscal period is used which may be quarterly, semi-annual or annual depending on the periodicity of reporting.
For flow variables, such as earnings and dividends, the previous 12 months of earnings are accumulated. For example, for firms that report on a quarterly basis the four most recent quarters are added to calculate a trailing twelve month (TTM) number. Similarly, for firms reporting on a semi-annual basis the two most recent interim periods are added to calculate a similar TTM number. Each month, the book values of equity, earnings and dividends for all the firms in a country are added to compute aggregate book values of equity, earnings and dividends for each country at time t. In order to avoid look-ahead bias and to ensure that the same information that would be available to investors is used, prices are observed three months (t + 3) after fiscal period end. The returns measurement period begins in month t + 4 after fundamentals are available. Aggregate prices are represented by the sum of market values for all firms in each country. Country level variables are computed using the aggregated fundamentals and prices. For example, B/P for each country is calculated as the sum of book values of equity for all firms in the country scaled by the sum of market values of equity for the same firms. To deal with negative earnings, a country level E/P is calculated only when aggregate country earnings are positive, denoted E/P(+) and is replaced with a zero when earnings are negative. An indicator variable labeled Negative E/P identifies the aggregate negative E/P instances (less than 4% of the sample).
Finally, macroeconomic forecasts and firm level earnings forecast are collected from Consensus Economics and I/B/E/S, respectively. Real annual GDP growth forecasts and inflation forecasts are the main macroeconomic variables used in the analysis. Firm level earnings forecasts from I/B/E/S are used to compute a one year ahead earnings forecast for each country. These earnings forecasts are then used to calculate a forward E/P variable. Table 2 reports the distribution of variables across the 30 countries for the 220 months. The notes to the table describe the calculation methodology for each variable.
Empirical results

Role of E/P and B/P in explaining country level stock returns
The first analysis in Table 3 reports the coefficients for a panel characteristic regression.
Relative to characteristics at time t, monthly returns are accumulated beginning in month 4 (t + 4) for the subsequent 12 months (t + 15) to provide a 12 month buy-and-hold return. These returns are then regressed on the various characteristics. Test statistics are based on standard errors clustered by country and month in order to account for cross-sectional and time-series correlation. Model I of Table 3 shows that E/P ( It is clear that when D/P is included with both E/P and B/P it is no longer significant. The coefficient on D/P declines in magnitude significantly and is no longer statistically significant.
For example, the regression coefficient on D/P in model III is 5.317 with a test statistic of 4.42.
This regression coefficient drops to 1.898 (model VII) and the test statistic is no longer significant (1.18 for model VII). In model VIII momentum, measured as the buy-and-hold country returns from the prior twelve months, is added. Asness, Liew and Stevens (1997) find parallels between stock and country return cross-sectional predictability for momentum, and similar results are reported here. The momentum characteristic is significantly positive. After the inclusion of momentum, the coefficients on E/P(+) and B/P remain positively significant, despite the potential for momentum to crowd out the cash flow news embedded in fundamental measures of value such as E/P and B/P. Model IX adds size (log of aggregated market capitalizations of firms in each country) but the coefficient is statistically insignificant. In model X country beta, estimated using 36-month rolling regressions of monthly country returns against the returns on the MSCI All Country World Index, is included but the coefficient in insignificant.
In model XI, we add macroeconomic expectations (GDP growth and inflation) and due to reduced data availability for Consensus Economics forecasts our sample size decreases slightly from 6,600 country-months to 6,530 country-months. Expectations of one year ahead growth in GDP and expectations of nominal price growth are not significantly associated with country level returns. Finally, in model XII the E/P(+) variable is substituted for the forward E/P variable using I/B/E/S earnings forecasts for the underlying firms, and the coefficient on forward E/P is large and significant, while the coefficient on B/P declines somewhat. Overall, this analysis suggests that in the cross-section, E/P, B/P and momentum are valid candidate characteristics to explain future country returns. However, contrary to previous findings D/P is largely irrelevant.
Our panel regressions in Table 3 did not include fixed effects for either time or country.
In Table 4 we present four models from the full specification in Table 3 and report results only
for forward E/P for the sake of brevity (i.e., model XII from Table 3 ). Results are very similar if instead we use E/P(+). Model I repeats model XII from Table 3 for ease of comparison. The next three models simply include pairwise combinations of time and country fixed effects. As our empirical analysis is designed to explain variation in country level excess returns, we want our independent variables to be known prior to the measurement of excess returns. Thus, for country fixed effects instead of using a global indicator for country to capture time invariant unobservable risk characteristics at the country level, we difference all variables using an expanding window for each country. Across models II-IV in Table 4 we continue to find that (i) E/P and B/P jointly explain cross country variation in excess returns, (ii) D/P is crowded out after including forward E/P and B/P, and (iii) momentum is positively associated with future country level returns. Of note is the reduction in the explanatory power of B/P after the inclusion of country fixed effects. This is a stringent control as it captures all variation in country level returns. To the extent that countries experience extended periods of strong earnings growth or persistent differences in risk premia, this will impede the ability of B/P to explain country level stock returns. This explanation is likely given that our sample period 1993-2011 includes an extended bull market period, especially for emerging economies. We revisit this in section 4.2 below when we look at emerging and developed countries separately due to differences in expectations of subsequent earnings growth across these two groups.
Finally, the negative regression coefficients on real GDP growth and inflation forecasts in the country fixed effect specifications (models III and IV of Table 4 ) are worth noting. Because all variables are differenced with respect to an expanding window average in our country fixed effects specification, the negative coefficients imply that higher forecasted real GDP growth (inflation) today relative to longer-run historical expected real GDP growth (inflation) is associated with lower country level returns over the next 12 months. Possible interpretations of these negative relations include (i) a naïve extrapolation of recent GDP growth and changes in inflation expectations, and (ii) the response of monetary policy (i.e., tightening) to these higher short term growth expectations.
B/P and risky subsequent earnings growth
We now focus on the patterns in earnings levels and earnings growth for high and low B/P countries. The inclusion of B/P substantially increases the explanatory power of crosssectional regressions of country level excess returns. Our accounting based framework suggests a basis for this. Distortions in 'E' attributable to conservative accounting and to truly transitory shocks, render E/P an insufficient measure of expected returns. Inclusion of B/P helps capture the expected earnings growth that results from these distortions.
We first look at measures of earnings levels, profitability and growth rates in the years prior to and after identifying countries as low or high B/P. Each month we sort our sample of 30 countries into five groups based on country level B/P. We focus our attention on the top and bottom B/P quintiles (each containing six countries in a given month). We compute aggregate measures for each portfolio by summing fundamental attributes (e.g., 'E' or 'B') across all companies in the top and bottom groups. Figure 1 then visualizes the temporal patterns in these portfolio aggregate measures for the three years before and after each sort. Panel A of Figure 1 shows the evolution of the natural logarithm of aggregate earnings for the top and bottom B/P quintiles. Since we repeat our sorting every month we have 220 'paths' of earnings. The solid line represents the average 'path' and the dotted lines indicate 95 percent confidence intervals.
There is a clear 'kink' in the trend of earnings for high B/P countries around the sorting period when they are identified as high B/P.
To emphasize this point, we also measure aggregate earnings growth for the top and bottom B/P quintiles. We measure aggregate earnings growth as the difference in the natural logarithm of aggregate earnings across adjacent years. To ensure a 'valid' measure of earnings growth we ensure that the same firms are included in adjacent years when earnings growth is measured. Panel B of Figure 1 reports the pattern in earnings growth for high and low B/P countries. There are two striking observations. First, there is a sharp decline in earnings growth around the sorting year which reverts subsequently. Second, there is far greater dispersion in earnings growth for high B/P countries as indicated by the wider confidence intervals. So while there is a recovery in earnings growth for high B/P countries, this recovery is uncertain.
Panel C of Figure 1 shows the evolution of the natural logarithm of aggregate dividends for the top and bottom B/P quintiles. For the years prior to and after the sorting period, low B/P countries have higher levels of dividends relative to high B/P countries. Similar to the patterns in aggregate earnings, high B/P countries have much greater variability in aggregate dividends.
Panel D of Figure 1 shows the evolution of profitability for the top and bottom B/P quintiles. We measure profitability as the return on book equity ( ). is measured analogously to the previous measures where we aggregate 'E' for all firms in the top and bottom B/P quintile respectively. We divide this by the aggregated 'B' for the same firms from the prior fiscal year. Similar to the patterns in Fama and French (1995) , and Penman (1991), high B/P countries experience lower levels of profitability around the sorting period and experience a recovery in future periods. We focus on growth rates in the second year as equation (2) suggests it is earnings growth after the first year that should be captured by B/P. Results are similar if we instead use as the base for computing growth rates. We find that the highest B/P quintile has subsequent earnings growth of 27.8% compared with 12.4% for the lowest B/P quintile, a significant 15.3%
higher. We also find that the highest B/P quintile has subsequent dividend growth of 1.8% compared with 10.4% for the lowest B/P quintile, a significant 8.6% lower. This is not that surprising. High B/P countries exhibit greater variability in their earnings and management of such firms are unlikely to make significant changes to their dividend policies faced with such uncertainty. What is more interesting from Table 5 is the strong difference in the variability of realized growth. For both aggregate earnings and aggregate dividends there is greater variability for high B/P countries using either parametric or non-parametric measures of dispersion.
In summary, Figure 1 and Table 5 suggest that by sorting on B/P we are systematically sorting on patterns in earnings and earnings growth. High B/P countries experience a decline in earnings levels around the sorting year (panel A) and a decline in profitability around the sorting year (panel D). High B/P firms then recover after the decline and the recovery in earnings growth is more uncertain and potentially riskier. To specifically examine whether the recovery in earnings growth is indeed riskier in the sense of greater systematic risk, we need to analyze conditional relations between realized country earnings growth and realized global earnings growth across country B/P quintiles. Specifically, using the same country B/P quintile sorts from Figure 1 , we assess the co-movement of subsequent earnings growth for each B/P quintile with subsequent earnings growth for all countries combined (i.e., 'global'). It is important to note that this measure of co-movement is based on fundamentals (i.e., earnings growth) for a future period (i.e., starting one year after the country B/P sort). For our conditional analysis we use the full period to identify negative and positive (and associated extreme outcomes) of global earnings growth. For our sample of 210 months, we have 60 months where there is contraction and 150 months where there is an expansion in earnings growth globally. Note that we lose the last year of data as we require future earnings growth. In Table 6 and Figure 2 , to emphasize the conditional nature of the positive relation between B/P at the country level and subsequent earnings growth, we further partition the contraction and expansion months into extreme periods (±1.0 standard deviations away from the mean global earnings growth). , 1970) . The more interesting result is that this positive relation is stronger in 'bad' states of the world, and particularly so for the high B/P countries. As can be seen from the first two columns of Table 6 as well as Panel A of Figure 2, there is a statistically significant difference in the fundamental beta (as reflected in earnings growth) for high B/P countries relative to low B/P countries. This provides a risk based explanation for the positive relation between B/P and country level stock returns. High B/P countries experience declining levels of earnings and profitability around the time that they are classified as high B/P. On average, high B/P countries experience a strong increase in earnings growth after being identified as high B/P. However, in downside states, high B/P countries are more likely to experience negative realizations of future earnings growth. This makes the earnings growth of high B/P countries risky. In unreported analysis, we find very similar asymmetric relations if we instead use global stock returns instead of global earnings growth as the basis for determining conditional relations.
Having established that B/P captures expectations of risky subsequent earnings growth, we revisit the intuition of equation (2). Our framework suggests that E/P will be a sufficient measure of expected returns when there is no expected change in the premium of price over book. This simply means that in the absence of expected earnings growth, E/P will be sufficient, but in the presence of expected earnings growth, both E/P and B/P matter. As we discussed in section 2, 'E' is subject to transitory distortions and using 'B' in addition to 'E' can correct for these transitory distortions. We now test this implication from equation (2) more formally.
There are two ways we undertake these tests. First, as reported in Table 7 we sort countries ex ante based on observable characteristics that we believe capture cross-country differences in expectations of risky subsequent earnings growth. Our priors are that (i) smaller countries have higher expected risky subsequent earnings growth, (ii) emerging markets have higher expected risky subsequent earnings growth, and (iii) countries with greater dispersion in beliefs about real GDP growth have higher expected risky subsequent earnings growth. We test this formally by comparing the difference in regression coefficients on B/P and E/P across partitions. Second, as reported in Table 8 we can control for realizations of subsequent earnings growth ex post.
The results in Table 7 largely confirm our priors. We estimate equation (3) separately for each cross-sectional partition and report test statistics that account for dependence across countries and time periods within each partition. The final row in Table 7 reports the standard deviation of future earnings growth within each partition. We report these to support the basis of our partitions. Across all three partitions we see greater dispersion in future earnings growth consistent with our priors (i.e., higher expected risky subsequent earnings growth for smaller, emerging and high GDP forecast dispersion countries). Comparing models I and II, we see that forward E/P is more relevant for the larger countries, and B/P is more important for the smaller countries (F-statistic of the difference in B/P and E/P regression coefficients across groups is 4.73, significantly different at conventional levels). Comparing models III and IV, we see that E/P matters relatively more for developed countries, and B/P matters relatively more for emerging markets. Finally, comparing models V and VI, we see that E/P matters relatively more for countries with lower dispersion in real GDP forecasts and that B/P matters relatively more for countries with higher dispersion in real GDP forecasts. Collectively, the results in Table 7 are consistent with the implication of equation (2) that the relative roles of E/P and B/P as measures of expected returns vary with expectations of subsequent risky earnings growth.
Our previous analysis has shown that B/P is associated with subsequent earnings growth at the country level both in first and second moments ( Figure 1 and Table 5 ) and conditionally high B/P countries have higher fundamental betas in 'bad' states of the world (Table 6 and Figure 2 ). All of this analysis suggested that B/P is associated with future returns because it captures expectations of risky subsequent earnings growth. Thus, if we were to include realizations of subsequent earnings growth, the predictive power of B/P for future country level stock returns should decline (see Fama 1990). As reported in Table 8 we find strong evidence in support of this prior. Model I in Table 8 is a repeat of model II of GDP forecast (which is also included in the regression). Across all models we see that including the various measures of realized earnings growth leads to significant increases in explanatory power and, more importantly, B/P loses its significance. Notably, in models III, V, and VI-VIII B/P is crowded out by realized earnings growth, while E/P retains its significance.
Extensions and limitations
Industrial production as an alternative measure of country level growth
Our tabulated results use expectations of real GDP growth from Consensus Economics.
We chose this country level forecast as it provided the greatest coverage across countries and across time periods. We have repeated all of our analyses using a smaller set of 4,886 countrymonths using 12 month ahead forecasts of growth in industrial production (IP). These forecasts are also from Consensus Economics. We find very similar results to those tabulated. One point of difference is the slight reduction in the significance of the coefficient on industrial production forecasts relative to real GDP growth forecasts in Table 8 .
Issues with lack of comparability in accounting numbers across countries
Accounting standards, and the quality of enforcement of those standards, are likely to differ across countries which will affect cross-sectional inferences about the predictive ability of characteristics based on accounting numbers. While IFRS harmonization mitigates this concern for countries that use IFRS, accounting differences create at least two problems. First, different accounting treatments for similar economic transactions will dictate how earnings and book values of equity are recorded. This will affect the ability of characteristics based on earnings and book equity to provide information about subsequent earnings growth. Second, different quality of accounting information across countries may affect the way accounting fundamentals are reflected in prices and returns.
To help mitigate these concerns, our empirical analyses also include specifications based on country level 'fixed effects'. To do this in a predictive setting, we simply difference each variable based on an expanding window for each country. Thus, these specifications help to mitigate time invariant factors that could be confounding our analysis. With these specifications, our primary findings continue to hold: (i) D/P is 'crowded' out by E/P and B/P, with E/P and B/P together capturing meaningful variation in future country level stock returns (columns III and IV of Table 4 ), and (ii) B/P is associated with future risky earnings growth and this effect is 'removed' by controlling for future realizations of earnings growth (column VII of Table 8 ).
Alternative measure of dividends
All of our tabulated analysis is based on common dividends paid by firms. There are alternative methods for firms to distribute free cash flow to shareholders, and these could vary significantly across countries for a variety of reasons (e.g., taxation rules). Likewise, a focus on dividends ignores the 'negative' dividend implicit in equity financing. In unreported analyses, we have computed 'net' dividends as cash paid for common dividends plus cash paid for common stock repurchases less cash raised from common stock issuance. For this alternative measure of dividends, we continue to find that D/P is crowded out by E/P and B/P. For example, in equivalent specifications to those tabulated in Table 3 , we find that D/P measured using 'net' dividends is significant on a stand-alone basis with a test statistic of 2.31 and an adjusted R 2 of 0.012 in panel regressions. However, D/P measured using 'net' dividends, is no longer significant after inclusion of E/P and B/P. Test statistics on D/P decline to -0.21, confirming that E/P and B/P continue to crowd out the ability of D/P to explain future country level returns.
Mispricing vs. risk based explanations for the B/P effect
The debate around the source of the value effect is a long standing one. Our evidence rests firmly on the side of a risk based explanation. Whilst others have suggested, and tested, for a risk based explanation, our results are new in documenting a fundamental basis for the B/P effect, which is anchored to the accounting system. Previous risk based explanations have included (i) distress risk (e.g., Fama and French, 1992) , (ii) increased risk of assets in place (e.g., Berk, Green and Naik, 1999; Zhang, 2005 ) (iii) 'q'-theory (e.g., Cochrane, 1996; Lin and Zhang, 2013) , and (iv) time varying sensitivity to macroeconomic risks (e.g., Vassalou, 2003 and Campbell, Polk and Vuolteenaho, 2010) , amongst others. Our analysis is closest in spirit to the time varying sensitivity of value stocks to macroeconomic risks. Rather than separately identifying specific sources of macroeconomic risk, our approach simply identifies earnings growth as the outcome which is at risk. Our finding of stronger downside sensitivity of earnings growth to global earnings growth captures, in a reduced manner, all types of systematic risk affecting earnings growth. To the best of our knowledge, our results showing that systematic risk drives the positive association between B/P and future earnings growth have not been documented previously.
On the mispricing side, several papers have argued that the positive relation between B/P and future stock returns is due to mispricing. Examples of papers in this area include Lakonishok, Shleifer and Vishny (1994) , Dechow and Sloan (1997) and Piotroski and So (2012) .
Common to these papers is evidence that measures of 'growth' ('value') Tables 5 and 6 showed that B/P was positively associated with volatility in future earnings growth and systematic risk in that future earnings growth. This evidence supports a risk based, and not mispricing based, explanation for the B/P effect.
Other determinants of country level stock returns
There is limited empirical evidence to date documenting cross-sectional determinants of country level stock returns. Our focus has been on value measures, however we also include measures of momentum based on the evidence in Asness, Moskowitz and Pedersen (2013 , Fama and French, 1999) . Our aim is not to provide an exhaustive analysis of potential determinants of cross-country returns. In part, this is due to our inability to source consistent measures of the various constructs mentioned above across our sample of countries. But more importantly, our focus is to assess whether the data supports a risk based explanation for the B/P effect across a large set of countries, not to run a horse race of every conceivable country level characteristic and its relation with future returns.
Stock level evidence
All of our tabulated empirical analysis has used county-month as the unit of observation (6,600 country-months). We have repeated all of our empirical analysis at the stock-month level (over 1.6 million firm-months), and for the sake of brevity we summarize that analysis here. We find that measures of both E/P and B/P are relevant for explaining cross-sectional variation in firm level excess returns. Using equal (value) weighted returns we find that the B/P is relatively more (less) important than E/P. This result is equivalent to the country level partitions reported in Table 7 : for smaller stocks where it is reasonable to assume there is a greater chance of risky future earnings growth then B/P should be more important to explain cross-sectional variation in stock returns. Likewise, the finding that B/P is positively associated with both the level of, and variation in, subsequent earnings growth at the country level (Table 5 results) also holds at the firm level.
Of particular interest is whether the conditional relations between realized country level earnings growth and realized global earnings growth across country B/P quintiles extend to the firm level. We repeat the analysis in Figure 2 and Table 6 by sorting all stocks each month into ten equal sized groups based on B/P. Our inferences are not affected by whether we adjust B/P for country and/or industry fixed effects. For each month we assess the co-movement of subsequent earnings growth for each B/P decile with subsequent earnings growth for all stocks combined (i.e., 'global'). Similar to the country level results shown in Figure 2 and Table 6 , we find strong evidence of a higher fundamental beta for high B/P stocks relative to low B/P stocks.
For the full sample the estimated fundamental beta is 0.34 (0.15) for high (low) B/P stocks and these betas are significantly different from each other (test statistic of 11.19). Furthermore, the difference in fundamental betas is strongest in months where global earnings growth is more than 1 standard deviation below the full sample mean. Specifically, we find that in these 'bad' states of the world the fundamental beta is 0.38 (0.09) for high (low) B/P stocks and these betas are significantly different from each other (test statistic of 9.43). In downside states, high B/P stocks are more likely to experience negative realizations of future earnings growth, a result that is consistent with a risk based explanation for the observed positive correlation between B/P and future stock returns. To our knowledge, this set of results documenting a positive association between B/P and future earnings growth, and the risk contained therein, have not been documented previously.
Conclusion
This paper uses an accounting based framework to link expected returns with drivers of earnings growth. Detailed firm level fundamental data is aggregated to develop country level characteristics that are related to expectations of earnings growth and hence should explain country level stock returns. Using a broad sample of 6,600 country-month observations (covering 30 countries over the period March 1993 to June 2011), we find that E/P and B/P jointly explain a significant portion of the cross-sectional variation in country level stock returns. Notably, D/P is irrelevant after controlling for B/P and E/P. This is consistent with the earnings displacement nature of dividends. Dividends are not a measure of value creation as they reduce the book equity and retained earnings available to generate future earnings growth. Earnings and book equity are directly related to future value creation and subsume the information in dividends (since dividends are linked to earnings through a payout policy).
We further find that B/P captures risk in subsequent earnings growth. This can be related to the impact of accounting conservatism on the relative usefulness of 'E' and 'B'. When 'E' is more persistent, then E/P will be close to a sufficient statistic for expected returns. When 'E' is less persistent it will not. The lack of persistence in 'E' can be attributable to truly transitory components of 'E' as well as the conservative practice of expensing risky investment expenditures which will contribute to earnings growth. High B/P countries are, on average, facing temporarily depressed 'E' and an uncertain recovery in near term earnings growth. We document that high B/P countries experience greater sensitivity of subsequent earnings growth to global earnings growth in downside states. We also find that controlling for ex post realizations of country level earnings growth subsumes the ability of B/P to explain country level returns, as would be expected if B/P is capturing expectations of future earnings growth. Collectively, the results are consistent with B/P reflecting risky earnings growth and support B/P as a valid characteristic to explain country level returns.
A key implication of our results is that combining measures of value, such as E/P and B/P, offers a theoretically superior way to measure expected returns. It is not simply the case that averaging arbitrarily across multiple fundamental measures (e.g., earnings, book values, sales, cash flows, or dividends) creates a superior estimate of expected returns. Rather, it is by combining attributes of accounting that reflect the term structure of future earnings growth.
Expectations of near term earnings are captured by E/P, and expectations of longer term earnings growth are captured, in part, by B/P. By combining information contained in E/P, and especially B/P, we capture uncertainty in the future realizations of earnings growth, especially in bad states of the world.
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Figure 2: Relation between realized earnings growth and global earnings growth for high and low B/P countries
This figure shows three scatter plots of average realized earnings growth two years ahead (on vertical axis) and contemporaneous global earnings growth (on horizontal axis) for the high and low B/P quintiles from Table 5 . Each month, quintiles were formed by ranking countries on book-toprice, B/P and only the high and low B/P quintiles were used for the plots. Global earnings growth is calculated using the sum of country-level earnings for the 30 countries over the 210 months from March 1993 to August 2010 (the series is shortened from 220 months to enable the calculation of growth rates two years ahead. Growth rates are calculated as ln(Earnings t+2 /ln(Earnings t+1 ) where ln indicates natural logarithm. Global earnings growth realizations are partitioned into downside states (1.0 standard deviation below the mean) and upside states (1.0 standard deviation above the mean). Panel A uses only downside global earnings growth observations, Panel B uses all 210 monthly observations for global earnings growth, and Panel C uses only upside global earnings growth observations. Also see Table 6 which reports the slope coefficients and statistical significance of the difference in slopes between the high and low B/P portfolios for different global earnings growth states. Accounting data are from Compustat for US and Canadian firms and from Factset for international firms. Returns and price data are from CRSP for US firms, and Compustat Global for Canadian and international firms. A maximum of 1,685,724 firm-months with available fundamental data (earnings, book value of equity, and dividends) and I/B/E/S earnings forecast data are aggregated up to the country level.
Panel
E/P is an estimate of the forward earnings yield using the realized earnings yield, with earnings defined as earnings before extraordinary items (Compustat item IB, and Factset item FF_NET_INC_BASIC_BEFT_XORD). Earnings are observed at the end of the most recent fiscal period. Where only annual data are available, the most recent fiscal period end is the most recent year end. Where quarterly and semi-annual interim data are available, these are aggregated for the prior four quarters or two semi-annual periods to provide trailing twelve month (TTM) earnings comparable to an annual number. For each country-month, earnings are summed up across all firms in that country with available data. Prices are observed three months after the fiscal period end, and represent the company market capitalization across all share classes that are then summed up to the country level each month. E/P at the country level is calculated using the same firms in the numerator and denominator.
E/P(+) is equal to E/P when positive and 0 otherwise. This is an estimate of forward earnings yield when earnings are strictly positive. Negative E/P is an indicator variable which is 0 when E/P is positive and 1 when E/P is negative. Table 5 . Global earnings growth is calculated using the sum of country-level earnings for the 30 countries over the 210 months from March 1993 to August 2010. Growth rates are calculated as ln(Earnings t+2 /ln(Earnings t+1 ) where ln indicates natural logarithm. Global earnings growth is partitioned into negative and positive global earnings growth realizations, as well as those that are over ±1.0 and ±0.5 standard deviation away from the mean global earnings growth. Each column reports the slope coefficient of the high and low B/P portfolios for the different partitions of global earnings growth realizations. For each partition, the t-statistic for the slope coefficient, as well as the t-statistic for the difference in slope coefficients between the high and low B/P portfolios is also reported. The asterisks *, **, and *** indicate statistical significance at the 10%, 5% and 1% levels, respectively. The number of months available for estimating each slope coefficient is also reported. Also see Figure 1 which shows scatter plots of average realized earnings growth for high and low B/P portfolios against global earnings growth. For the scatter plots, only the partitions from column I, IV, and VII are used. 
